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Background

In year 2000, the General Banking Law No. 8791 recognized the need to promote the expansion of
microfinancing and the Bangko Sentral ng Pilipinas (BSP) has actively supported this initiative by
issuing several Circulars that recognize microfinance as a specialized banking setvice, issuing
appropriate regulatory requirements for microfinance operations of banks, and creating incentives
for the banking system to go into microfinance. The BSP has also set up a2 Microfinance Committee
that is responsible for internalizing and institutionalizing microfinance examination and supervision
procedures within the BSP. The Microfinance Committee is headed by the Deputy Governor of the
Supervision and Examination Sector and includes representatives from the Office of the Governor,
BSP Institute, Supervisory Reports and Studies, and the Economic Research, Loans and Credit
Sectors. The Microfinance Committee:

»  Provides the policy framework and overall direction of BSP’s microfinance initiatives
» Provides oversight of the microfinance unit in the BSP

In order to properly supervise this growing number of banks involved in microfinance, the BSP’s
Microfinance Committee has engaged in a continuing effort to monitor and enhance appropriate
examination policies and procedures to better measure the institutional dsks and performance of the
microfinance operations of banks.

Accordingly, BSP created an advisory Microfinance Unit as well as a Microfinance Core Group of
examiners that started supervising the activities of rural and thrift banks engaged in microfinance. As
of June of 2004, 179 banks are engaged in microfinance operations, six of them on 2 specialized
basis as “Microfinance-Oriented Banks”, licensed under a charter created specifically through a BSP
regulation. The microfinance portfolio comprises over 542 thousand clients and totals 3.2 billion
piso (US$60 million).

The design of risk-based supervision of banks engaged in microfinance

In 2002, International Consulting Consortium Inc, through a contract with Chemonics
International Inc. sponsored by USAID, was assigned the task of developing risk-based examination
procedures and to field-test them in coordination with the Microfinance Core Group. In October
2002 and February 2003, an ICC consultant conducted visits to several banks engaged in
microfinance, to interview some of its directors, executives, area and branch managers and loan
officers, as well as to conduct a review of their financial statements, information systems and
operations manuals.
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At the end of February 2003, an initial draft of examination procedures to monitor to monitor the
main risks involved in microfinance and CAMELS indicators for microfinance operations was
presented to BSP. After a through review by the Microfinance Core Group and the Microfinance
Committee, a new draft was produced, which underscored the importance of ensuring that
microfinance institutions have reliable information systems to monitor the risk of the microfinance
pottfolio —thousands of very small, unsecured loans to microentrepreneurs with no financial
records- and that management is capable of reacting promptly to situations of increasing risk.

Given the importance of ensuring that banks have implemented adequate loan tracking systems for
their microfinance operations, ICC worked during March and April 2003 in developing examination
procedures for Information Technology (IT) resources, which wete included as an Appendix to the
draft procedures and presented to BSP in early May.

During May and June 2003, BSP examiners used the draft microfinance examination procedures to
conduct examination in three banks engaged in microfinancing, which allowed for further
adjustment and the elaboration of a new final draft. Consultants of ICC monitored these
examinations and presented its key findings to the Microfinance Committee.

Initial training on the new examination procedures and CAMELS indicators

In accordance with the implementation plan of the consultancy, the dissemination of the draft

microfinance examination procedures and camels indicators was initially conducted in July and
August of 2003.

In coordination with the Microfinance Core Group and the BSP Institute, a three-day training
seminar was conducted, where 118 rural and thrift bank examiners were presented the following

program

1 A broad review of the microfinance business and the best international risk-management
practices, including the implementation of reliable and efficient loan administration systems.

2. The starus of the microfinance sector in the Philippines, based on recent Statement of Condition
(SOC) reports submitted by rural and thrift banks engaged in microfinance.

3. Lending technologies and risk-management practices currently in place in Philippine
microfinance institutions. To this effect, senior managers of banks engaged in group and
individual lending were invited to present a summary of their operations and main policies and
procedures for loan administration and internal control, including information systems.

4. The key findings of the examinations where the draft examination procedures and camels
indicators were field-tested. These were presented by the BSP examiners that participated in the
field testing of the examination procedures.

5 A formal presentation and in-depth discussion of the draft examination procedures and
CAMELS indicators.
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Additionally, at the request of BSP an additional two-day Trainor’s Training Serninar was held, with
the objective of preparing the eleven staff members of BSP's Microfinance Core Group and some
additional examiners from other departments of BSP, to conduct future microfinance examination
training of their colleagues from other departments,

In January of 2004, 2 new series of three seminars was conducted on a similar program, in order to
train an additional 119 examiners, including examiners in charge of universal, commercial, thrift and
rural banks, as well as officers from the Department of Loans and Credit (in charge of loan
rediscount) and from the Supervisory Reports and Studies Office (in charge of drafting regulations,
among other duties). Pror to the seminars, the Proposed Amendments were partially adjusted by the
consultants in response to the new rules for microfinance risk evaluation established by BSP
through Circular 409 of October of 2003, whose provisions were partially based on the findings and
suggestions made by the consultants during the previous phases of the consultancy, and in
conformity with international best practices At the request of BSP's Microfinance Core Group, the
consultants also reviewed the examination reports and working papers of three examinations
conducted in the second semester of 2003.

Also, at this time a one-day workshop with the MABS team was conducted, with the objective of
making them aware of the examination objectives and activities and the type of nformation that will
be required from banks engaged in microfinance.

Implementation and further adjustment and training on the new examination procedures
and CAMELS

The revised BSP examination procedures for microfinance operations were applied by BSP
examiners during 2004, even in the largest (more than 40.000 clients) microfinance-oriented banks.
During this period, several issues were raised for review and further adjustment:

2) Evaluation of internal controls as they relate to the microfinance operations of the banks;

b) Review of guidelines for validation of the portfolio at risk (PAR) ratio to take into account
varying amortization schedules for microfinance loan portfolios;

¢} Review of guidelines for the determination of an appropriate sample size for the verificaton of
microfinance loans;

d) Review the components of the CAMELS rating and recommend specific numeric weights to
take into account microfinance operations of rural and thrift banks;

In January of 2005, an ICC consultant visited BSP to review some reports and working papers of
microfinance examinations and discuss the findings with a Working Group organized by the
Microfinance Core Group, ptior to proceeding with the required adjustments. Three meetings with
the Wotking Group were conducted:
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Working Group meetings to coordinate adjustments to examination procedures and

CAMELS rating
Meeting Date Topic Participants¥
First January 4* Guidelines for PAR wvalidaton wunder 43
different scenarios
Second January 6* Procedures to evaluate internal controls 27
Third January 11% Sampling stratepy and CAMELS 32

* From SED IV, the Microfinance Core Group and the Prompt Corrective Action Unit

A deaft version of the adjustments to the examination procedures and CAMELS was duly discussed
with the Microfinance Core Group on January 13 and 14" and a final version was prepared for
further training of BSP examiners.

On January 18" and 19%, two workshops were conducted to present the adjusted procedures and
CAMELS, with the participation of a total of 124 examiners from all supervisory departments:

8 examiners from SED I (universal banks)

11 from SED II (commercial banks)

6 from SED III (thrift banks)

89 from SED IV ({rural and microfinance-oriented banks)
9 from DLC (Loaans and Credits)

2 from SRSO (Regulation)
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The powerpoint presentation for these wotkshops is attached to this report.

On January 20", USAID officials were briefed on the process of design, adjustment and training of
BSP personnel on supervision of microfinance operations.

On January 21* the final version of the Manual was presented to BSP’s Deputy Governor of
Supervision and Examination, in coordination with officials from the Microfinance Core Group and
the Microfinance Unit. The Microfinance Committee is curtently reviewing this version, before its

approval by BSP’s Board.
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